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THEORY AND PRACTICE
Current Studies and Concepts
EILEEN T. CORCORAN, CPA, Special Editor
Arthur Young & Company
Chicago, Illinois
(In this issue I have departed from my usual 
practice of reporting significant accounting de­
velopments to discuss some aspects of auditors’ 
reports. I hope that the discussion will be use­
ful to many of the columns readers.)
When financial statements purport to present 
financial position and results of operations in 
accordance with generally accepted account­
ing principles, generally accepted auditing 
standards require the independent auditor to 
express an unqualified opinion, a qualified 
opinion, or an adverse opinion on the fairness 
of presentation of the financial position and 
results of operations portrayed, or to disclaim 
an opinion. Limitations in the scope of an 
auditor’s examination and the existence of un­
certainties in financial statements involve the 
question of disclaimers of opinion versus 
qualified opinions. Deviations from generally 
accepted accounting principles and inadequate 
disclosure involve the question of adverse 
opinions versus qualified opinions.
Limitations in Scope
Limitations in the scope of an auditor’s ex­
amination may result from inadequate records, 
unsatisfactory internal controls, or instructions 
from the client that generally accepted auditing 
standards should not be applied in the ex­
amination of certain accounts. When a scope 
limitation is present, the auditor must con­
sider the nature of the limitation, the existence 
of circumstances permitting the effects on the 
financial statements of the limitation to be 
evaluated, and, when such effects can be 
evaluated, the materiality of the effects on 
the financial statements.
If the pervasiveness of the limitation in 
scope is such that an auditor cannot evaluate 
the materiality of the effects of the limitation 
in scope on the financial statements, a dis­
claimer of opinion would be given. This is 
because the auditor is unable to meet the 
second field standard of generally accepted 
auditing standards, that is, the auditor is un­
able to obtain sufficient competent evidential 
matter to afford a reasonable basis for ex­
pressing an opinion on the financial statements 
as a whole.
Thus, when inadequate records or unsatis­
factory internal controls exist throughout a 
business, a disclaimer of opinion would ap­
pear always to be required. A disclaimer of 
opinion would also appear to be required 
when the item which is not audited in ac­
cordance with generally accepted auditing 
standards is one that interacts with other items 
in such a manner that the scope limitation 
relating to it is in effect a scope limitation on 
other items in the financial statements.
For example, a client’s refusal to allow an 
auditor to confirm accounts receivables which 
are material in relation to the client’s financial 
position and results of operations may act as a 
restriction on the auditor’s examination of the 
client’s inventory. This is because the auditor’s 
inability to obtain satisfactory assurance from 
independent parties that the chain of events 
is as portrayed in the financial statements may 
cause the auditor to have unresolvable doubts 
concerning the client’s title to its inventory.
A qualified opinion would appear to be 
appropriate when the inadequate records, un­
satisfactory internal controls, or the client-im­
posed restrictions relate to only one item in 
the financial statements and the affected item 
is not an overly significant element in de­
termining the company’s financial position and 
results of operations. An example of an area 
where the presence of inadequate records or 
unsatisfactory internal controls might not af­
fect the financial statements to the extent that 
a disclaimer would be necessary might be 
property, plant, and equipment. This, of 
course, would depend upon the nature of the 
company’s investment in property, plant, and 
equipment.
For example, companies specializing in the 
furnishing of services, such as law firms, do 
not generally have as much of their assets 
invested in property, plant, and equipment as 
they do in receivables. Thus, the presence in 
such companies of inadequate records or un­
satisfactory internal controls for property, 
plant, and equipment might not affect their 
financial statements to the same extent as 
would the presence of inadequate records or 
unsatisfactory internal controls for property, 
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plant, and equipment in a manufacturing 
company.
An example of a client-imposed restriction 
that might not affect the financial statements 
to the extent that a disclaimer would be neces­
sary would be the absence of an examination 
of evidence supporting the realizability of an 
investment or the adequacy of an allowance 
for losses on receivables. In these cases, the 
losses cannot exceed the amounts at which the 
assets are shown in the financial statements. 
Thus, the maximum effects of the losses can 
be determined and their materiality measured 
in relation to the company’s overall financial 
position and results of operations.
Uncertainties
Financial statement uncertainties may arise 
from the existence of lawsuits, renegotiation 
proceedings, doubt as to the recoverability of 
capitalized costs (including investments in 
property, plant, and equipment or in receiv­
ables), unwaived violations of restrictions 
under loan agreements, and disputed tax as­
sessments, to name a few items.
When such uncertainties are present, an 
auditor must weigh the effects of their resolu­
tion in deciding on the type of opinion to 
render. Because of the impossibility of quan­
tifying the effects of the resolution of such 
uncertainties, auditors seem to usually issue 
qualified opinions in these circumstances un­
less the effects of the resolution of the uncer­
tainties could be such as to affect the com­
pany’s ability to continue in operation.
If the auditor thinks that resolution of the 
uncertainty may affect the company’s ability to 
continue in operation, a disclaimer of opinion 
is often issued. Because the auditor cannot 
do so, the auditor does not have to decide 
whether resolution of the uncertainty will af­
fect the company’s ability to continue in op­
erations. The auditor merely has to decide 
whether resolution may.
Such disclaimers are frequently referred to 
as a “going-concern’’ disclaimer. There are 
various views in the profession as to whether 
this disclaimer should apply only to financial 
position or whether it should also apply to 
results of operations.
Generally Accepted Accounting Principles
When financial statements contain transac­
tions not accounted for in accordance with 
generally accepted accounting principles, the 
auditor must evaluate the extent to which the 
deviation affects the financial statements.
When the effects of a transaction not ac­
counted for in accordance with generally ac­
cepted accounting principles pervade the 
financial statements, an adverse opinion would 
be given. An example of such a situation 
might be the presentation by a parent com­
pany in consolidated financial statements of 
its investment in an unconsolidated leasing 
subsidiary at cost or equity, in view of the re­
quirement of APB Opinion No. 10 that such 
subsidiaries be consolidated.
In this case, the financial statements 
ordinarily would not be a fair presentation in 
accordance with generally accepted account­
ing principles even if the effects of the devia­
tions from generally accepted accounting 
principles on net assets and net income are not 
material. This is because the terms “financial 
position” and “results of operations” refer to 
the fairness of presentation of each of the 
items in the financial statements in relation to 
the whole and not just to the fairness of 
presentation of net assets and net income. 
When the effects of a transaction not accounted 
for in accordance with generally accepted ac­
counting principles do not pervade the financial 
statements, a qualified or adverse opinion, 
depending upon the materiality of the effects 
of the deviations on the financial statements 
should be given.
Examples of transactions not accounted for 
in accordance with generally accepted ac­
counting principles where the effects on the 
financial statements would appear to be de­
terminable so that a decision can be made as 
to whether a qualified or adverse opinion 
should be given are:
1. Investments in domestic subsidiaries ac­
counted for in consolidated financial 
statements at cost rather than at equity, 
as required by APB Opinion No. 10.
2. Fixed assets carried at appraised values 
rather than cost.
3. Deferred compensation contracts ac­
counted for on a pay-as-you-go basis 
rather than over the employee’s active 
service life (or the transition period of 
ten years if the remaining term of active 
employment is less than ten years as 
permitted by APB Opinion No. 12).
4. Deferred income taxes not provided for 
timing differences, as required by APB 
Opinion No. 11.
5. Lease contracts meeting the capitaliza­
tion requirement of APB Opinion No. 5 
not capitalized.
6. Indicated losses or expenses not provided 
for.
It has been said that when the effects of a 
deviation from generally accepted accounting 
principles are disclosed, it is unnecessary for 
an auditor to render an adverse opinion be- 
(Continued on page 17)
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cause disclosure of the effects lets a reader 
adjust the financial statements to conform with 
generally accepted accounting principles. Such 
reasoning does not appear to be in accordance 
with professional reporting standards.
Because materiality determinations are nec­
essarily subjective decisions and there is not 
at present very much in accounting literature 
to help the auditor in arriving at a decision, 
this reporting requirement may result in 
qualified and adverse opinions being rendered 
under similar circumstances by different 
auditors.
Inadequate Disclosure
When financial statements do not contain 
adequate disclosure as required by the third 
reporting standard of generally accepted 
auditing standards, the auditor must again 
evaluate the extent to which the absence of 
disclosure affects the fairness of presentation 
of the financial statements. When the effects 
of non-disclosure pervade the financial state­
ments, an adverse opinion should be rendered. 
An example of such a situation would be the 
presence in financial statements of extensive 
inter-company transactions without disclosure 
of their amount.
EDITOR’S NOTES
(Continued from page 4)
Miss Peters
Her accounting career began as a cost ac­
countant in industry. As did Miss June, she 
decided to become a CPA and worked with 
local Cincinnati public accounting firms be­
fore joining Arthur Young.
Miss Peters has served ASWA nationally as 
treasurer, vice president (for three terms), 
and president-elect. Locally, she has served 
her Cincinnati Chapter in numerous positions 
since she became a member in 1956, including 
being its president in 1961-62. In addition to 
speaking to high school career days in the 
Cincinnati area, Miss Peters has been on pro­
grams at joint annual meetings of the two 
societies and at ASWA regional conferences.
In addition to her ASWA membership, the 
new president is a member of AICPA, 
AWSCPA, and the Ohio Society of CPAs, of 
which she has been vice chairman of its pub­
licity and public relations committees.
An avid traveler (she admits to attending 
many ASWA chapter meetings), she joins the 
AWSCPA president in a love for baseball, 
her loyalties being tied strongly to the Cin­
cinnati Reds.
An adverse opinion is required because the 
nature of the information not provided is so 
basic to a fair presentation of the company’s 
financial position and results of operations in 
accordance with generally accepted account­
ing principles that a user must have it to 
intelligently use the financial statements. When 
the effects of the absence of disclosure do not 
pervade the financial statements, a qualified 
opinion on the financial statements should be 
given, provided the possible effects of the 
resolution of the situation not disclosed are 
not so material as to prevent the auditor from 
forming an opinion on the overall fairness of 
presentation. A qualified opinion is appropriate 
because the absent information would not be 
so basic to a fair presentation of the com­
pany’s financial statements that a user could 
not intelligently use the financial statements 
in its absence.
Unqualified Opinions
When none of the above conditions exist 
and the accounting principles used have been 
consistently applied, an independent ac­
countant will issue an unqualified opinion. 
Such an opinion does not mean that every 
item in the statements is 100% correct. Rather 
it means that on an overall basis the financial 
statements present fairly the entity’s financial 
position and results of operations in conformity 
with generally accepted accounting principles.
Miss June
Miss June has a BSBA in marketing from 
Miami University (Ohio) and a MBA in ac­
counting from Indiana University.
Prior to accepting the presidency of 
AWSCPA, Miss June served as a director for 
two years, secretary, and vice president (two 
years) and was AWSCPA’s representative to 
the Accounting Careers Council. She is a 
Trustee of the AWSCPA Educational Founda­
tion and a member of the Chicago Chapter of 
ASWA, as well as AICPA and the Illinois and 
Ohio Societies of CPAs. She is a member of 
the professional development committee of the 
Illinois Society.
Miss June has had two articles published in 
this magazine and has been a speaker at an 
ASWA-AWSCPA joint annual meeting and at 
career days in Chicago high schools.
President June has recently been appointed 
a Director and Assistant Treasurer of Metro­
politan Y.W.C.A. of Chicago.
As does her counterpart in ASWA, Miss 
June lists traveling as a favorite hobby and 
follows closely the National League baseball 
race—rooting for the Chicago Cubs “through 
thick and thin.”
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